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SUBJECT: Low I nconme Housing Credits May Be Transferred, Sold, or Assigned
Separately From Federal Credit

SUMVARY OF BILL

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law

(B&CTL), this bill would provide that the state | owincone housing tax credit may
be transferred, sold, or assigned separately fromthe federal |owinconme housing
tax credit. This bill would have the effect of allow ng taxpayers with a tax

liability insufficient to use all their housing credit to benefit fromthe credit
by selling or transferring the excess anount in the current year, rather than
carrying it over to later years.

This bill would al so make changes to the Insurance Tax Law. These changes do not
affect the departnment and are not discussed in this analysis.

SUMVARY OF AMENDMENT

The March 16, 2000, anendnents reflect existing | aw as changed by the enact nent
of AB 1626 (Stats. 2000, Ch. 3).

EFFECTI VE DATE

As a tax levy, this bill would beconme effective inmedi ately upon enact nent and
woul d apply to taxabl e and incone years beginning on or after January 1, 2000.

LEG SLATI VE H STORY

AB 1626 (Stats. 2000, Ch. 3) increased the aggregate allocation anmpbunt for the
| owi ncone housing credit to $50 million for each cal endar year after 1999.

AB 97 (Ch. 893, Stats. 1999) provided that the chapter authorizing the Tax Credit
Al l ocation Conmittee (the Conmttee) to allocate the credit would remain in
effect as long as the federal |owinconme housing credit is in effect.

AB 168 (Ch. 9, Stats. 1998) increased the maxi num annual allocation amunt to $50
mllion for cal endar years 1998 and 1999 only.

SPECI FI C FI NDI NGS

Existing federal law allows a credit to an owner of a qualified | owincone
housi ng project that is constructed, rehabilitated, or acquired. A state
authority created to oversee the process nust allocate the credit.
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Under federal law, the |lowincome housing credit nmay be transferred to a taxpayer
who acquires the | owincone housing building for which the credit was all ocated,

as expl ai ned bel ow. However, the credit otherw se cannot be sold transferred or

assi gned.

If a taxpayer acquires an existing building or interest therein for which a
federal credit was allowed to any prior owner before the end of the building' s
compl i ance period, the acquiring taxpayer nmay continue to claimthe anpunt of
credit that would have been allowable for that period to the prior owner,
provided all the requirenents continue to be nmet. For the year of the transfer
the credit is allocated anong the prior and subsequent owners based on the nunber
of days the building or interest was held by each. A credit need not actually
have been clained by a prior owner to allow a subsequent owner to claimthe
credit; if the building is transferred before the prior owner actually clains the
credit but after receiving an allocation or having qualified for an allocation,
the credit will be considered allowed to the prior owner. However, the prior
owner must actually have received a | owinconme housing credit allocation for the
building froma state housing credit agency before the transfer.

Furt her, under the federal consolidated return rules, the consolidated tax
liability of the group is reduced by the consolidated credit. The consolidated
credit basically is the aggregate of the credits, including the | owincone
housing credit, earned by all menbers of the group for the consolidated return
year. This consolidation, in effect, allows the nenbers of the group to share in
the tax benefit of tax credits, including the | owincome housing credit.

Exi sting state | aw conforns to federal law with sone nodifications. State |aw
does not allow consolidated returns. For the | ow incone housing credit, however,
state law provides simlar treatnent by allow ng a corporation to assign any
portion of the | owinconme housing credit to one or nore affiliated corporations,
provided the affiliation is 100% owner shi p.

This bill would provide that the state | owincone housing tax credit may be
transferred, sold, or assigned separately fromthe federal |owincome tax credit.

Pol i cy Consi derati ons

CGenerally, tax credits are allowed only to the taxpayer that actually pays
or incurs the related expense. Although the | owinconme housing credit
statute specifically permts the credit to be transferred, the transfer is
limted only to a purchaser of the property. The state credit may be
transferred between affiliated corporations if the affiliation is 100%
ownership, but this treatnment nerely gives the state | owinconme housing
credit the sanme treatnment as that provided under the federal consolidated
return rul es.

Conversely, this bill would create a state tax | aw precedent by allow ng tax
credits to be transferred fromthe taxpayer who i ncurred the expenses to any
ot her taxpayer (irrespective of whether such transferee is an affiliate).
Thus, this bill would allow tax credits to be realized by taxpayers that did
not incur the actual out-of-pocket expense on which the tax credits are
based, thereby providing a benefit to one taxpayer for the action of another
t axpayer.
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Further, this bill essentially would create a system of “tax benefit
transfers” simlar to the old federal safe harbor |easing regine. Tax
benefits transferable under federal safe harbor |leasing rules were |imted
to tax credits and rel ated deductions for the purchase of certain property,
and the transfer was acconplished by a nom nal sal e-| easeback of that
property in which the rights of the parties to the various tax benefits were
clearly defined. Mreover, under the old federal safe harbor |easing rules,
the federal tax treatnent of the various fornms of consideration flow ng
between the parties to the transaction were clearly defined.

Unlike the old federal safe harbor |easing regi me, however, the transfer
sal e, or assignnent of the credit under this bill would not be limted to
credits related to the purchase of the | owinconme housing property; instead
the credits could be transferred, sold, or assigned to anyone. Further,
this bill is silent on the tax treatment of the various forns of

consi deration that may flow between the parties to the transfer, sale, or
assi gnnment transaction. Thus, absent further legislative clarification, it
i s unclear how the paynents made by the acquiring taxpayer would be treated
for California tax purposes by both the seller/transferor and the
purchaser/transferee of these tax credits.

| npl ement ati on Consi derati ons

Departnent staff has identified the foll ow ng inplenentati on considerations.
These inpl enentati on considerations would make it very difficult to properly
inmplenment this bill. Additional concerns nmay be raised as the departnent
continues to analyze the bill. Departnment staff is willing to assist the
aut hor with any necessary amendnments to resol ve these concerns.

1. This bill is silent with regard to the proper tax treatnent by the
transferor and the transferee of the anmount paid for the transfer,
sale, or assignnent of the tax credits. It appears, because the bil
does not state otherwi se, that the transferor would i nclude the anpunt
received for the tax credit in incone, and the transferee arguably
coul d receive a business expense deduction for the purchase of the tax
credit. In the absence of clarification, disputes may ari se between
t axpayers and the departnent about the proper tax treatnent of the
anount paid for the transfer, sale, or assignnent of a tax credits
under this bill.

2. This bill |eaves unclear when the transferee taxpayer first could use
the transferred tax credit and the anount that could be used. The
federal rules, to which the state credit is confornmed, allow
all ocation of the credit to the purchaser of the property. These
rules specify that for the year of sale, the credit is allocated
between the seller and purchaser based on the nunber of nonths each
hel d the property. This bill does not specify whether these federal
rules should apply to the proposed state transfer, allocation, and
sale provisions. 1In the absence of direction, disputes nmay arise
bet ween taxpayers and the departnment about the timng of the use of
transferred tax credits.
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3. The bill does not address whether only the entire unused tax credit
may be transferred or whether portions of the unused tax credit woul d
be allowed to be transferred. |If portions of the unused tax credit
may be transferred, the bill does not address whether or how one tax
credit may be divided anong nultiple transferees. Although the
existing state |law all owi ng assignnment of any portion of the credit to
affiliates does not specify precisely how the credit may be divided,
that assignnent is easier for the departnment to track since the
assi gnment may be nade only to affiliates with 100% ownership

4. If audit results nodify the [ owincone housing credit that has been
transferred, assigned, or sold for consideration, it is unclear which
t axpayer woul d be responsible for the additional tax fromthe audit
adjustnment. The bill should clarify how adjustnments to the anpunt of
the credit would be handl ed by the departnent after the credit is
transferred, sold, or assigned. Moreover, since the departnent’s
audit of the transferor taxpayer’s return may occur after normnal
expiration of the statute of Iimtations (i.e., under a waiver), it
may be necessary for the departnent to request a waiver of the
unaffiliated transferee taxpayer’s statute of limtations. This would
all ow the departnent to adjust the transferee’s tax liability if the
department determi nes that part or all of the clainmed tax benefit
shoul d be di sal | oned.

Alternatively, if the claimed tax credit of the transferor is
disallowed only in part, it is unclear how this disall owance woul d be
al l ocated between the transferor and the transferee, especially if the
statute of limtations has expired for one, but not both, of the

af fected taxpayers.

Furthernore, if the author's intent is to allow a portion of the
unused credit to be transferred, then it is unclear how a di sall owance
of a portion of the credit should be allocated between the taxpayers.

Techni cal Consi der ati ons

This bill uses incorrect terminology to refer to the federal |owincome
housing credit. Anendnents 1 and 2 would correct the term nol ogy.

FI SCAL | MPACT

Depart nental Costs

If the bill is amended to resolve the policy and inplenentation
consi derations addressed in this analysis, the departnment’s costs are not
expected to be significant.

Tax Revenue Esti mate

It is not possible to project in advance the response of taxpayers to this
bill if enacted.
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Revenue effects woul d include both cash-fl ow accel eration of tax credit
usage and absol ute revenue | osses. The former would reflect nore i nedi ate
use of tax credits by transferees, buyers, and assignees rather than | ater
by transferors, sellers, and assignors. The latter would reflect the fact
that sone transferors, sellers, and assignors never would use all the
potential tax benefits.

The follow ng data was conpiled from departnental records and information
fromthe California Tax Allocation Comm ttee.

According to tax return data for 1997, approximately $15 mllion in | owincone
housing credits were reported unused.

Since many credits are allocated in advance of project conpletion and woul d
nmost likely not be clainmed for tax purposes until the second and third year
after the credit is allocated by the Conmttee, it is difficult to determne
the potential stock of unused credits.

It is likely that some taxpayers with | osses do not file the | owinconme housing
credit formsince they could not use the credit. Thus, it is likely that the
stock of unused | owincone housing credits is significantly |larger than the
above anount.

BOARD PCSI TI ON

Pendi ng.
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FRANCH SE TAX BOARD S
PROPOSED AMENDMVENTS TO AB 1903
As Anended March 16, 2000

AVENDIVENT 1
On page 13, line 6, after “lowincone” insert:
housi ng
ANVENDIVENT 2
On page 23, line 20, after “lowincone” insert:

housi ng



